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WHAT’S DRIVING Prescription drugs and their associated costs
PRESCRIPTION DRUG COSTS? arecurrently receiving alot of attention from
health care organizations, policy makersand
consumers. Whileinflation, including medical inflation, hasbeen at itslowest in twenty
years, prescription drugs have been primarily responsible for recent increases (some-
times steep) in insurance premiums and patient out of pocket expenses. According to
IMS Health, Inc., a national company that tracks prescription data, prescription sales
are expected to produce a compounded average growth rate of 9.8% over the 1998-
2002 period. This edition of Healthpoint examines why prescription drugs are respon-
sible for alarger share of the health care budget and discusses the impact of drug utili-
zation on the provision of cost-effective, quality health care in Massachusetts.

The Fastest Growing Component of Health Care Costs

The prescription drug category is currently the fastest growing component of the
health care budget. While until recently prescription drugs represented only a small
fraction of the health care budget, today they represent up to 15% of total health expen-
dituresfor certain insurers, with some reporting prescription drug budgets that exceed
the annual amount spent on doctors.* Drug costs, if unchecked, could exceed hospital
costs (typically the most expensive component of health care) in afew years. The rapid
increasein spending for prescription drugsis one reason empl oyers expect premiumsto
rise anywhere from 4% to 15% in 1999, after years of no or low single-digit increases.?
In Massachusetts, the Medicaid program has seen drug spending rise from 9% of its
total expendituresin 1995 to a projected 15% in 1999.

A number of reasons are cited for the increased spending on prescription drugs.
Among these are: 1) recent advances in research resulting in new and more expensive
drugsto treat amultitude of diseases; 2) an aging population that will doubleto over 70
million people over age 65 by the year 2030; and 3) increasing consumer demand for
prescriptions, driven by their health needs, direct consumer advertising, and in some
cases, increased third party coverage.®

More New Drugs
For the most part, drugs currently on the market have played a limited role in the
growth of prescription drug expenses. Rather, that growth is based on expensive new



brand name drugs that have recently entered the market and the demand that they create. In
addition, the volume of prescriptions dispensed by pharmacies has been increasing an average of
5% per year over the past severa years, reaching 2.4 billion prescriptions dispensed in 1997.% In
Massachusetts, data provided by 11 Massachusetts HM Os, indicate that the overall number of pre-
scriptionsfilled in 1997 compared to 1996 increased 6.8% for their fully insured commercial popu-
lation.

When brand name drugs enter the market, they enjoy a period of patent protection for up to 20
years that is intended to assist drug manufacturers in recouping their research and development
costs. The price of adrug is determined by a number of factors: the perceived value of the drug in
terms of improving quality of life or health outcomes, whether the drug is a substitute for either a
comparable drug or asurgical procedure, and its research and devel opment costs. Historically, most
new drugs entered the market at |ess than $2 a pill, but now a number of new products go for much
more. Rezulin, atreatment for diabetes is about $4 a pill whileViagra, theimpotence drug is $7-10
dollars a pill. The new cox-2 inhibitors for arthritis treatment will replace drugs costing about 20
cents with ones averaging $2.50. New biotechnology products, such as erythopotein for the treat-
ment of anemiain patients with kidney disease, may cost up to $7,000 dollars or more ayear.

Brand Name versus Generic Drugs

Brand name drugs comprise about 50% of all prescriptions filled, but they account for 80% of
pharmaceutical spending.5 Because most new drugs have no generic equivalent, there is no substi-
tute for their use. In Massachusetts, state law requires pharmacists to substitute a generic drug (if
available) for abrand name drug unless a physician writes* no substitution”. The stateis considered
to have a high generic substitution rate—the majority of prescriptions are filled with a generic
equivalent, if available. Nevertheless, datafrom thefully insured commercial membersof theeleven
Massachusetts HM Os referenced above show that in 1997 there were 15% more brand name pre-
scriptions filled than generics. With a presumably well managed drug benefit in place, thisis most
likely due to the lack of generic equivalents.

International Drug Pricing

United States firms lead the world in drug devel opment, producing almost half of the new drugs
introduced around the world between 1974 and 1994 . Drug makers cite the high cost of putting a
drug through clinical trials (up to $150 million dollars or more a drug), with only a small fraction
ever making it to market as one of the key reasons that brand name drugs are considerably more
expensive than generics. However, brand name drugs typically see gross profits of over 90%, with
net profits for the industry at about 18%.° Furthermore, prices for the same drug products in other
countries such as Canada are typically 40% less than in the U.S. Most other countries, including
Canada, have price controls limiting how much will be paid for drug products. Deep opposition by
the pharmaceutical industry to this approach has made this politically infeasible in the U.S.

Advertising Appeal

New direct-to-consumer advertising campaigns that influence consumer demand for new drug
products is seen as at least partially responsible for the recent dramatic increase in drug expendi-
tures, especially among brand name drugs. In 1997, the FDA lifted restrictions on how manufactur-
ers can advertise prescription drugs. In 1998, drug manufacturers spent over $1.3 billion in direct-
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to- consumer advertising, a 50% increase from 1997.7 One of the most widely prescribed medica-
tions, Claritan, a non-sedating antihistamine, is aso one of the most heavily advertised products to
consumers. Overall, according to IMS health, pharmaceutical manufacturers will spend about $11
billion this year on marketing compared to approximately $24 billion on research and devel op-
ment.2®

Third Party Reimbursement

While it means more individuals have access to life saving therapies, insurance coverageis seen
as a big contributor to the increased use of prescription drug therapies. Managed care has been
quick to adopt drug therapy as an approach to prevent hospitalization and reduce long term costs of
care, raising the question of whether insurers have at least partially offset the increased cost of
drugs by savingsin hospitalizations. And whilethird party payers have taken alarger rolein manag-
ing and controlling reimbursement for prescription drugs, many Americans are either not insured at
all, have ahospitalization policy with no drug coverage, or are covered under Medicare which does
not include drug coverage. Rapidly increasing coststo insurers contribute to demands for increased
cost sharing by patients and consideration of capping benefits. Recently, some Massachusetts man-
aged care plans announced the implementation of increased (sometimes substantial) co-payments
on certain brand name drugs if an alternative is available in the formulary. Even with insurance
coverage, prescription drugs are the highest out of pocket expense category for individuals due to
Co-payment requirements.

Drug Problems for the Elderly
While the elderly make up only 12% of U.S. population, they use almost 35% of the prescrip-
tion drugs dispensed. When Medicare was enacted in 1965, prescription drugs were aminor part of
the treatment for most conditions, but today the primary treatment for these same conditions is
likely to rely heavily on drug therapies. A recent Congressional commission to reform Medicare
failed to reach consensus on aproposal to revamp the existing program with the sticking point being
how (not whether) Medicare should provide prescription drug coverage. One concern is the very
mixed support among seniors for raising premiums to pay for drug coverage since 65% of seniors
already have drug coverage (see Figure 1). In 1988, when Congress passed a law to provide long-
term care and prescription drug benefits through the Medicare program, many elderly reacted an-
grily to the increase in their Medi-
care premiums forcing Congress to In 1998, Sixty-Five Percent of Medicare Beneficiaries
repeal the law. Today, although Had Prescription Drug Coverage
drugs may reduce some costs of
care, the addition of a drug benefit
is projected to add at least $20 bil-
lion dollarsto the existing Medicare
program per year.

Insurance Source

44% Employer Sponsored Retiree Plan
17% Medicaid

16% Medigap Policy

13% Other or Switched Plans Mid-Year

The Search for Solutions 10% Medicare HMOS

Policy makers face an array of
issues in the debate over prescrip-
tion drug coverage. It is anticipated Figure 1
that new drug development will con-
tinue to increase the demand for drug therapies and consume ever-larger portions of the health care
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source of treatment for a condition may be a drug therapy, may demand that they receive cover-
age comparable to those who undergo fully covered surgical or medical procedures for their condi-
tions.

While waiting for a national solution to the problem, states have been hampered in their own
efforts to solve the crisis by the federal preemption issue. In Massachusetts, federal preemption of
Medicare laws allowed Medicare HMOs to restrict the level of coverage of prescription drugs for
seniors wishing to purchase a Medicare HMO policy. While existing state pharmacy assistance
programs target the most vulnerable, low-income individuals, even better off individuals are being
strained by the cost to purchase needed medications. Currently, discussions in Massachusetts have
focused on ensuring that all individuals have some coverage to protect against catastrophic pre-
scription costs, expanding the existing Senior Pharmacy program or establishing a statewide pur-
chasing program with rebates.

Another area of contention is the pricing of drugs. Without a national program such as
Medicare purchasing drugs, individuals pay high retail prices for drugs due to cost shifting from
discounts that third party payers negotiate. One reason there is strong pharmaceutical company
opposition to the broadening of Medicare to include drug coverage is the fear that if the federal
program covers drugs, they will negotiate discounts or price ceilings.

The issue over prescription drug coverage is similar to the broader issues surrounding access to
health insurance coveragein general. While amajority is comfortable with their insurance and drug
benefits coverage, the uninsured and underinsured minority is seeking ways to afford health insur-
ance and benefits increasingly out of their reach.
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Did you know?

Observation Stays Are a Significant Portion of Hospital Care

The Division of Health Care Finance and Policy has collected observation data from approximately 83 acute
hospitals since the quarter beginning July 1, 1997. The first full year for reporting observation data is 1998.
While the types of observation services provided may differ by hospital and payer, observation services may
generally be defined as “services furnished on a hospital’'s premises which are necessary to evaluate a
patient’s condition, determine the need for possible admission to the hospital, and provide treatment. These
services include the use of a bed and periodic monitoring by a hospital’s physician, nursing and other staff.”

1998 Observation Stays 1998 Inpatient Stays

Total Number 150,000 775,054

Total Charges $500 Million $8.3 Billion
Median Charge $2,400 $5,982
Average Length of Stay 21 hours 5.1 days
Top Payer HMOs Medicare

Top Three Conditions cardiac maternity
maternity related cardiac

respiratory respiratory

Source:  Massachusetts Division of Health Care Finance and Policy Fiscal Year 1998 Hospital Case Mix and Charge Database and Observation Stay Database
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